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Section A: Multiple Choice Questions 


(Each question is worth 3 marks, for a total of 60 marks) 


Candidates MUST answer all TWENTY (20) multiple choice questions on the Answer Sheet 
provided on Page 9 of this examination paper. Select the choice that is most appropriate AND 
CIRCLE your answer. Answers not shown on Multiple Choice Answer Sheet, will not be marked. 


Question 01 


Which one of the following business types is best suited to raising large amounts of capital? 


A. sole proprietorship 

B. limited liability company 

C. corporation 

D. general partnership 

E. limited partnership 
Question 02 


Which one of the following is a use of cash? 


increase in notes payable 
decrease in inventory 

increase in long-term debt 
decrease in accounts receivables 
decrease in common stock 


MOOD > 


Question 03 


Terry is calculating the present value of a bonus he will receive next year. The process he is using is 
called: 


A. growth analysis 

B. discounting 

C. accumulating 

D. compounding 

E. reducing 
Question 04 


Sue and Neal are twins. Sue invests $5,000 at 7% p.a. when she is 25 years old. Neal invests $5,000 at 
7% p.a. when he is 30 years old. Both investments compound interest annually. Both Sue and Neal 
retire at age 60. Which one of the following statements is correct assuming that neither Sue nor Neal 
has withdrawn any money from their accounts? 


Sue will have less money when she retires than Neal. 

Neal will earn more interest on interest than Sue. 

Neal will earn more compound interest than Sue. 

If both Sue and Neal wait to age 70 to retire, then they will have equal amounts of savings. 
Sue will have more money than Neal as long as they retire at the same time. 
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Question 05 


Your grandmother has promised to give you $5,000 when you graduate from college. She is expecting 
you to graduate two years from now. What happens to the present value of this gift if you delay your 
graduation by one year and graduate three years from now? 


A. remains constant 

B. increases 

C. decreases 

D. becomes negative 

E. cannot be determined from the information provided 
Question 06 


Which one of the following statements related to annuities and perpetuities is correct? 


A. An ordinary annuity is worth more than an annuity due given equal annual cash flows for ten years 
at 7% p.a., compounded annually. 

B. A perpetuity comprised of $100 monthly payments is worth more than an annuity comprised of 
$100 monthly payments, given an interest rate of 12% p.a. , compounded monthly. 


C. Most loans are a form of a perpetuity. 
D. The present value of a perpetuity cannot be computed, but the future value can. 
E. Perpetuities are finite but annuities are not. 

Question 07 


An ordinary annuity is best defined by which one of the following? 


A. increasing payments paid for a definitive period of time 

B. increasing payments paid forever 

C. equal payments paid at regular intervals over a stated time period 

D. equal payments paid at regular intervals of time on an ongoing basis 

E. unequal payments that occur at set intervals for a limited period of time 
Question 08 


Which one of the following accurately defines a perpetuity? 


A. a limited number of equal payments paid in even time increments 

B. payments of equal amounts that are paid irregularly but indefinitely 

C. varying amounts that are paid at even intervals forever 

D. unending equal payments paid at equal time intervals 

E. unending equal payments paid at either equal or unequal time intervals 
Question 09 


Bert owns a bond that will pay him $75 each year in interest plus a $1,000 principal payment at 
maturity. What is the $1,000 called? 


A. coupon 

B. face value 
C. discount 
D. yield 

E. dirty price 
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Question 10 


A bond that can be paid off early at the issuer's discretion is referred to as being which one of the 
following? 


A. zero coupon 
B. callable 

C. senior 

D. collateralised 
E. unsecured 


Question 11 


What are the distributions to shareholders by a corporation called? 


A. retained earnings 
B. net income 

C. dividends 

D. capital payments 
E. diluted profits 


Question 12 


What is the model called that determines the present value of a stock based on its next annual 
dividend, the dividend growth rate, and the applicable discount rate? 


zero growth 

dividend growth 
capital pricing 
earnings capitalisation 
discounted dividend 
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Question 13 


The internal rate of return is defined as the: 


maximum rate of return a firm expects to earn on a project. 

rate of return a project will generate if the project in financed solely with internal funds. 
discount rate that equates the net cash inflows of a project to zero. 

discount rate which causes the net present value of a project to equal zero. 

discount rate that causes the profitability index for a project to equal zero. 
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Question 14 


A project has a net present value of zero. Which one of the following best describes this project? 


The project has a zero percent rate of return. 

The project requires no initial cash investment. 

The project has no cash flows. 

The summation of all of the project's cash flows is zero. 

The project's cash inflows equal its cash outflows in current dollar terms. 
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Question 15 


Which one of the following refers to the ability of shareholders to undo a firm's dividend policy and 
create an alternative dividend policy by reinvesting dividends or selling shares of stock? 


offsetting leverage 
homemade dividend policy 


A. perfect foresight model 
B. personalisation 

C. recapitalisation 

D. 

E, 


Question 16 


All else equal, the market value of a stock will tend to decrease by roughly the aftertax value of the 
dividend on the: 


dividend declaration date 
ex-dividend date 

date of record 

date of payment 

day after the date of payment 
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Question 17 


Homemade leverage is: 


A. the incurrence of debt by a corporation in order to pay dividends to shareholders. 

B. the exclusive use of debt to fund a corporate expansion project. 

C. the borrowing or lending of money by individual shareholders as a means of adjusting their 
level of financial leverage. 

D. best defined as an increase in a firm's debt-equity ratio. 

E. the term used to describe the capital structure of a levered firm. 


Question 18 


A firm should select the capital structure that: 


produces the highest cost of capital. 

maximises the value of the firm. 

minimises taxes. 

is fully unlevered. 

equates the value of debt with the value of equity. 
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Question 19 
If an IPO is underpriced then the: 


investors in the IPO are generally unhappy with the underwriters. 
issue is less likely to sell out. 

stock price will generally decline on the first day of trading. 
issuing firm is guaranteed to be successful in the long term. 
issuing firm receives less money than it probably should have. 


moOw> 


AFM231 Special, Trimester 1 2014 
Question 20 


Blue Stone Builders recently offered to sell 45,000 newly issued shares of stock to the public. The 
underwriters charged a fee of 8 percent and paid Blue Stone Builders $16.40 a share on 40,000 shares. 
Which one of the following terms best describes this underwriting? 


A. best efforts 

B. shelf 

C. direct rights 

D. private placement 
E. firm commitment 


Section B: Short-answer questions 


(Each question is worth 10 marks, for a total of 40 marks) 


Candidates MUST answer any FOUR (4) of the FIVE (5) questions in the Answer Book provided 


Question 21 


You have just joined as a finance executive in Bank of Adelaide. They have offered you two 
different salary arrangements. You can have $80,000 per year for the next two years, or you 
can have $60,000 per year for the next two years, along with a $35,000 signing bonus today. 
The bonus is paid immediately, and the salary is paid at the end of each year. Using a discount 
rate of 10% p.a. compounded monthly, which salary arrangement do you prefer? 


Question 22 


Radisson Corporation will pay a $3.60 per share dividend next year. The company pledges to 
increase its dividend by 4.5% p.a., indefinitely. If you require a 13% p.a. return on your 
investment, how much will you pay for the company’s stock today? 


Question 23 


Consider the following information on three stocks: 


State of | Probability Expected Rate of Return if state occurs 
economy 

Stock A Stock B Stock C 
Boom 0.4 0.20 0.35 0.60 
Normal 0.4 0.15 0.12 0.05 
Bust 0.2 0.01 -0.25 -0.50 


If your portfolio is invested 40 percent each in A and B and 20 percent in C, what is the 


portfolio expected return? What is the variance? What is the standard deviation? 


Question 24 
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IGA Ltd. has identified two mutually exclusive projects: 


Year Cash Flow (A) ___| Cash Flow (B) 
0 -$34,000 -$34,000 

1 16,500 5,000 

2 14,000 10,000 

3 10,000 18,000 

4 6,000 19,000 


If the required return is 11% p.a., what is the NPV of each of these projects? Which project 
will you choose if you apply the NPV decision rule? 


Question 25 


CIMB Inc., is considering a project that will result in initial after-tax cash savings of $3.5 million 
at the end of the first year, and these savings will grow at a rate of 5% p.a.indefinitely. The firm 
has a target debt-equity ratio of 0.65, a cost of equity of 15% p.a., and an after cost of debt of 
5.5% p.a. The cost-saving proposal is somewhat riskier than the usual project the firm 
undertakes; management uses the subjective approach and applies an adjustment factor of +2% 


p.a.to the cost of capital for such risky projects. Calculate the WACC and the NPV. Should 
CIMB take on the project? 
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Name 


Student Number 


SECTION A - MULTIPLE CHOICE ANSWER SHEET 


Choose one best answer for each question. 


CIRCLE YOUR SELECTIONS CLEARLY ON THIS SHEET 


Question | Please circle your answer 
1 A B Cc D E 
2 A B C D E 
o A B C D ial 
4 A B es D E 
5 A B C D E 
6 A B C D E 
7 A B C D E 
8 A B C D E 
9 A B C D E 
10 A B c D E 
11 A B C D E 
12 A B c D E 
13 A B C D E 
14 A B C D E 
15 A B C D E 
16 A B C D E 
17 A B C D E 
18 A B C D E 
19 A B GC D E 
20 A B C D E 


Please remember - This examination question paper MUST BE HANDED IN. Failure to do so may 
result in the cancellation of all marks for this examination. 
Writing your name and number on the front will help us confirm that your paper has been returned. 


